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Independence Standards Board
Minutes
Meeting of May 2, 2000
Public Session
A public meeting of the Independence Standards Board (“ISB” or “Board”) was held on
May 2, 2000 at the New York Office of the AICPA. In attendance were:
Board Members Present
William T. Allen, Chairman
John C. Bogle
Stephen G. Butler
Robert E. Denham (morning only)
Manuel H. Johnson
Philip A. Laskawy
Barry C. Melancon
Board Member Absent
James J. Schiro
Others Present by Invitation
Arthur Siegel, Executive Director, ISB
William J. Cashin, Jr., ISB Staff
Susan McGrath, ISB Staff
Richard H. Towers, ISB Staff
Lynn E. Turner, Chief Accountant, SEC
John M. Morrissey, Deputy Chief Accountant, SEC
W. Scott Bayless, Associate Chief Accountant, SEC
Robert K. Elliott, Chairman, AICPA
Richard I. Miller, General Counsel and Secretary, AICPA
Chairman Allen noted that a quorum was present and called the meeting to order at
approximately 10:10 AM.
Consideration of the Issuance of an Exposure Draft on
Financial Interests and Family Relationships
Mr. Towers of the ISB staff reviewed for the Board a draft Exposure Draft (ED) on
Financial Interests of the Auditor in, and Family Relationships Between, the Auditor and
the Audit Client. Based on direction from meetings of the Board on March 20, and the
Board Oversight Task Force on April 5, this revised draft now combines the previously
separate Financial Interests and Family Relationships projects, and uses text provided by
Mr. Laskawy to condense the “standard” section. Mr. Towers also referred to a recent
Federal Reserve Board ethics liberalization as published in the Federal Register that
appears consistent with the general direction of this ISB project.

Mr. Towers began by pointing out the proposed distinction between “direct” and
“indirect” investments, and noted that the tests for determining a direct investment are
designed to prohibit holding through an intermediary an interest that is substantively
comparable to outright ownership. During its discussion of this matter, the Board
determined that indirect investments should be limited to those investees in which the
intermediary (e.g., a mutual fund or Unit Investment Trust not controlled by the auditor)
has less than 20% of the value of its investments.
It was decided that for those in a position to influence the audit, it was unnecessary to
have a restriction on investments by other close family members. On the other hand, Mr.
Towers highlighted the proposed restrictions on certain investment-related financial
relationships (such as loans) of the firm and of firm professionals on the engagement
team and their immediate family members, but noted as well that other firm professionals
would be “unrestricted” by the proposed rules.
The Board discussed these investment-related financial relationships in some detail, and,
at the Chairman’s request, Mr. Towers compared the proposed rules to the existing ones.
As to mortgage loans and individual insurance policies, the Board revised the draft to
restrict only their being obtained, rather than also their being held because they saw only
minimal risk once the loan or policy was obtained. The Board also wants the standard
to make clear that insurance policies obtained through a group were not restricted. It also
provided a $10,000 limit on charge card balances with the client for engagement team
members, and made various other changes.
Mr. Towers then noted that the draft ED redefines the concept of an “office” in a manner
which, depending on the facts, may not be the classical geographic practice office, but
rather one structured more on an industry specialization or line-of-service basis. The
Board’s discussions continued, and recommended several organization changes, additions
to the “Questions for Respondents” section of the ED and various editorial changes.
Also, the Chairman asked that the summary include an initial, brief statement of the overarching principles of the standard.
Mr. Turner recommended that, in terms of the proposed “cure” provisions in the ED for
inadvertent independence violations, the disposition of the prohibited financial interest be
required to take place within 15 days from identification of the issue, rather than the 30
days originally proposed.
The discussion then turned to the proposed amendment of ISB Standard No. 2, Certain
Implications of Audits of Mutual Funds and Related Entities. A conforming definitional
change would substitute the definition of “those in a position to influence the audit” in
this ED for that currently in Standard No. 2. The proposed change adds “partners and
managerial employees who provide only non-audit services to the client” to that prior
definition, and is consistent with the intent of using the same definition in different
standards, where possible.
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Upon motion duly made and seconded, the Chairman directed the staff to re-draft the
exposure draft to incorporate the changes agreed upon, obtain the approval of the Board
Oversight Task Force, and request authorization to issue the revised ED from the entire
Board, by means of either a mail ballot or, if requested, by a telephonic Board meeting.
The Chairman then commented that the pronouncement should contain a coherent and
short statement of the requirements of the standard, followed by implementation
guidance.
Consideration of Alternative Exposure Drafts on
Appraisals and Valuations
Ms. McGrath began by reviewing the alternatives for the Board. Alternative I, which
represents the staff’s recommendation, would prohibit firms from providing other-thanimmaterial valuations for firm audit clients. The scope of the standard would not extend
to pension or tax valuations, however, so these would continue to be permitted.
Alternative II, on the other hand, would allow virtually all appraisal services, with the
application of safeguards, unless they provide the primary support for balances or items
that are central to the audit client’s business, financial statements, or internal controls.
In response to a question from the Chairman concerning the current situation, Ms.
McGrath indicated that appraisal and valuation services have generally been prohibited,
except for employee benefit plan valuations, and valuations performed in conjunction
with tax engagements and purchase price allocations. Mr. Turner then briefly reviewed
for the Board the history of valuations from the perspective of the SEC staff. The central
concern he raised was that of auditing one’s own work, or self-review.
The Chairman indicated he was in favor of Alternative I, the more restrictive approach,
and Mr. Johnson concurred. Messrs. Melancon and Butler stated that, although
Alternative II with safeguards could work, Alternative I was acceptable. Mr. Bogle
expressed concern over the threat of “auditing one’s own work,” and indicated he now
also favored Alternative I. (He also noted, for the record, that he had received a visit
from representatives of three appraisal firms after the last Board meeting.)
The Chairman determined that a consensus had been reached, and on motion duly made,
seconded, and passed unanimously, directed the staff to conform the structure to that
developed in the Financial Interests and Family Relationships project, insert language
regarding management’s responsibility for the assumptions inherent in the work, and to
recirculate the draft ED for Board approval by mail ballot.
Consideration of the Issuance of a Final Standard for
Employment with Audit Clients
Ms. McGrath began by noting for the Board that the draft final standard for Employment
with Audit Clients had been reviewed by both the project and Board oversight task
forces. She also pointed out that, while the comments received on the ED were generally
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favorable, two provisions—peer review and the proposed Standard’s financial settlement
provisions—caused some controversy. The peer review requirement has been clarified to
indicate that it applies only at the parent company level, and should include procedures to
determine that the parent company auditor had a reasonable basis for concluding that the
safeguards prescribed in this standard were complied with at other locations.
In the discussion that followed, the Chairman asked why the standard contains peer
review requirements, and Mr. Siegel pointed out that the Board had concluded that peer
review is an important safeguard.
As the deliberations continued, the Chairman directed that this standard also be
conformed to the structure previously agreed upon.
(At this point, 1:10 PM, the Board recessed for lunch, and deliberations resumed at 1:55
PM.)
Ms. McGrath requested the Board’s direction in terms of the possible alternative
language to use for the settlement of financial interests. She pointed out that the current
settlement provisions of the standard are complex, and may present onerous tax
consequences to auditors in other countries where a Rabbi Trust tax-deferral solution is
unavailable. This situation could serve to discourage auditors from joining audit clients,
and lead to a decline in the quality of financial reporting—possibly in countries where the
quality of financial reporting most needs to be elevated.
Ms. McGrath then offered the staff recommendation: When a former firm professional
joins a firm audit client, all capital balances, retirement benefits, and similar financial
interests between the firm and the former professional must be settled in full whenever
these benefits, in the aggregate, are not both de minimis to the firm and fixed as to
amount due and expected timing of payment. These requirements apply regardless of
whether the former firm professional was previously involved in the audit engagement,
and the amount of time that has elapsed since the professional left the firm.
The Board deliberated on these issues, and upon motion duly made and seconded, the
Chairman directed the staff to make the previously agreed-upon changes to the document,
and to arrange a conference call with the Board Oversight Task Force to further consider
the various settlement option possibilities before presenting a recommendation to the full
Board.
Consideration of a Policy Regarding
Effective Dates of ISB Standards
Mr. Siegel reviewed the policy alternatives regarding the effective dates of ISB
Standards. He pointed out that a practical problem arises when part of a Standard
adopted by the ISB is less restrictive than existing AICPA and/or SEC rules. This
situation requires audit firms to comply with the more restrictive existing rules until they
are changed or removed. (If the ISB Standard also includes rules which are more
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restrictive than existing rules, compliance with these new more restrictive rules would be
required as of the effective date. ISB Standard No. 2, Mutual Funds, with an effective
date of June 15, 2000 includes provisions which are both more and less restrictive than
the current rules.)
Mr. Siegel offered three suggestions for the Board’s consideration: continue the present
practice of having a fixed effective date; defer the effective date of standards until the
SEC and AICPA remove their more restrictive positions; or, consider the effective date
issues separately on a case-by-case basis (this third suggestion is the staff’s
recommendation). To assist in the implementation of a Standard, Mr. Siegel indicated
that those parts of a proposed standard deemed to be less restrictive than current rules
would be identified.
In the ensuing discussion, a Board member indicated he believed it was onerous to
require compliance with the more restrictive provisions of a Standard, when relief was
not yet available in terms of other, less restrictive provisions given that the standard was
approved as a whole package. Another member expressed frustration at being unable to
learn of a reasonable expectation for the completion date of the required rule changes by
the SEC and AICPA. The Chairman expressed his concern that piecemeal
implementation would not result in a coherent, comprehensible standard. Mr. Miller
asked Mr. Turner if the SEC staff could provide administrative comfort to firms by
agreeing to respect Standards adopted by the ISB unless and until the SEC determines to
either accept or reject the Standard. He noted that was the original intent of the parties
before the FRR was issued. Mr. Turner replied that he would ask the SEC staff’s
attorneys about the matter. In response to a question from Mr. Melancon for a suggestion
whether to leave unchanged or defer the effective date of ISB No. 2, Mr. Turner indicated
he would not have an answer until the requested recommendations from firms had been
received. Mr. Laskawy expressed a concern that this situation would “emasculate” the
Board’s ability to get things done.
Consideration of an Amendment to
Interpretation 00-1
Mr. Siegel pointed out that Interpretation 00-1 applies to the relationships of all auditors
participating, at the request of the primary auditor, in the audit of the registrant’s
consolidated financial statements, including those of any secondary auditor. Some firms
have interpreted the rule to mean it applies only to secondary auditors engaged by the
primary auditor, as opposed to all those auditors included in the instructions for the
world-wide audit. A question has also arisen as to whether the secondary auditor would
be covered if the primary auditor expresses reliance in their opinion on the work of the
secondary auditor. Mr. Siegel provided the Board with a proposed Amendment to
Interpretation 00-1 which was designed to clarify the original intent of the interpretation.
The discussion which followed included questions about the costs versus benefits of the
proposed amendment, additional specific responsibilities which might be placed on firms,
and the degree of service a client audit committee should expect. As a result of these
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concerns, a consensus was reached that Interpretation 00-1 should not require the
primary auditor to report on the relationships of any secondary auditor, but that the
relationships of the firm’s foreign associated firms should be included. The primary
auditor should, however, indicate to the audit committee that secondary auditors were
covered in their report.
Upon motion duly made and seconded, the Chairman requested that Mr. Siegel revise the
proposed Amendment to Interpretation 00-1 to reflect the changes discussed.
Minutes
The minutes of the March 20 telephonic meeting were approved.

The public session was adjourned at approximately 3:15 PM.
Respectfully submitted,

William J. Cashin, Jr.
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